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Notice to Readers
This Audit Risk Alert is intended to provide auditors with an
overview of recent economic, technical, and professional develop
ments related to the real estate industry that may affect the audits
they perform.
This publication is an O th e r A u d i t i n g P u b lic a tio n as defined in
AU section 150, G en erally A c c e p te d A u d itin g S ta n d a rd s (AICPA,
P rofession al S ta n d a rd s , vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor un
derstand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum
stances of his or her audit. The auditing guidance in this docu
ment has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disap
proved, or otherwise acted on by a senior technical committee of
the AICPA.
Lori L. Pombo, CPA
T echnical M a n a g e r
A c c o u n tin g a n d A u d itin g P u b lic a tio n s
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Real Estate Industry Developments—2005/06
How This Alert Helps You
This Audit Risk Alert can help you plan and perform your real estate industry audits. The information delivered by this Alert can
provide assistance in achieving a more robust understanding of
the business and economic environment in which your clients
operate. This Alert is an important tool in helping you identify
the significant risks that may result in the material misstatement
of the financial statements. Also, this Alert delivers information
about emerging practice issues and current accounting, auditing,
and regulatory developments.
If you understand what is happening in the real estate industry,
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert can assist you in making considerable strides in gaining that
industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk).
References to Professional Standards. When referring to the
professional standards, this Alert cites the applicable sections of
the codification and not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No.
54 is referred to as AU section 317 of the AICPA Professional
Standards.

Economic and Industry Developments
General Industry Trends and Conditions

According to Emerging Trends in Real Estate 2005, an annual report published by the Urban Land Institute and PricewaterhouseCoopers, the years 2005 and 2006 will probably determine
1
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whether restored confidence in the property markets has been
well-founded or overplayed. The report questions whether real
estate supply and demand fundamentals (such as occupancy
rates, leasing rates, and operating expenses) can improve enough
in 2005 and 2006 to offset the potential negative impact of rising
interest rates on property values and pricing. In addition, the report asks whether enough job growth and economic improvement will occur to help push down vacancies and increase rents
in the face of continuing geopolitical distress, uncertainty over
terrorism, and inflationary pressures from high oil prices, which
unavoidably affect consumer and business confidence. The economic impact of the recent destruction caused by Hurricanes Katrina and Rita as well as their effect on consumer and business
confidence will also need to be considered.
As of the writing of this Alert, all real estate sectors (office, industrial, retail, residential, and hospitality) have been showing positive signs of growth, such as lower vacancy rates and rising rents.
In the office sector, growing employment has resulted in more demand for space. The industrial sector is also benefiting from employment growth, as well as strong activity in port markets.
Strong consumer spending has provided a stable background for
the retail sector. The residential market has been flourishing due
to a hot housing market and a strong multifamily market, which
has been highly influenced by condominium converters. The
hospitality market is making an encouraging recovery thanks to
strong leisure demands and increased transient business and conference travel. In addition, real estate investment trusts (REITs)
have continued to outperform the Standard & Poor’s 500 and the
Dow Jones Industrials for the fifth consecutive year. According to
David Lereah, the National Association of Realtors (NAR) chief
economist, solid gains are forecast for the commercial real estate
sector through 2006.
Economic Impact of Hurricanes Katrina and Rita
Hurricanes Katrina and Rita, which severely damaged the Gulf
Coast region, may disrupt the nation’s economic growth, inasmuch as the hurricanes inflicted severe damage to key areas of the
nation’s energy and shipping infrastructure. The Federal Reserve
2
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issued a statement indicating that there could be short-term economic disruption, but the long-term effects of the hurricanes
should not be significant. Early reports show that first-time jobless claims rose to 398,000 as of the week ended September 10,
2005, the highest level in two years. Also manufacturing activity
far from the Gulf of Mexico showed softening in early September,
and economists and executives expressed concerns about rising
energy costs.
As of the writing of this Alert, it remains uncertain how the commercial real estate market will be affected in the Southwest and
Southeast as a result of Hurricane Katrina. According to NAR, it
is estimated that Hurricane Katrina destroyed roughly $100 billion worth of housing, commercial, and public property. Early reports from NAR indicate that the demand for commercial real
estate space has spiked in regions surrounding the Hurricane Katrina disaster zone. David Lereah said, “The greatest demand appears to be in the industrial, multifamily, and office markets;
however, the long-term impact from Hurricane Katrina is uncertain as displaced tenants rethink their future.” As the hurricanes’
impact on the economy and the real estate industry comes into
view, auditors will need to reassess the economic conditions facing a client’s industry and plan and perform their audit engagements accordingly.
Refer to the section titled “Accounting and Auditing Considerations With Respect to Losses From Hurricanes Katrina and Rita”
in the “Audit and Accounting Issues and Developments” section
of this Alert for audit and accounting guidance pertaining to
those disasters.
Industry Segment Conditions

Office Market Conditions
Since bottoming in May 2003, the office market has struggled to
regain strength. However, the office market is finally starting to
show signs of a comeback in 2005. According to commercial real
estate services firm Grubb & Ellis, the U.S. office vacancy rate
plunged by 80 basis points in the second quarter of 2005 to a
three-year low of 15.6 percent. Analysts expect the vacancy rate
3
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to reach well below 15 percent by year-end 2005 and below 13
percent in 2006.
Net absorption of office space is at its strongest performance in
five years, totaling 24.6 million square feet in the second quarter
of 2005. Net absorption through the first six months of 2005 of
42.1 million square feet is more than double the 18.1 million
square feet absorbed in the first half of 2004. Analysts expect that
by year end a total of 65 million square feet of office space will
have been absorbed and demand will increase to 83 million
square feet.
The national average effective rent is at $20.32 per square foot for
the second quarter of 2005, which is the highest average since the
third quarter of 2003, according to commercial real estate research firm Reis, Inc.
Office construction continues to grow at a consistent pace. By
the second quarter of 2005, a total of 42.9 million square feet of
speculative and build-to-suit space was in progress. Reis, Inc.,
predicts that new construction activity will continue to intensify
in 2005 at a moderate rate.
Industrial Market Conditions
For nine consecutive quarters, the industrial market has been
showing positive signs of a turnaround since bottoming out in
early 2003. Demand for industrial space hinges on a number of
variables related to manufacturing, including inventories, durable
goods orders, production, wholesale trade, and retail sales. As
such, the current growth in the industrial market is being driven
by several factors, such as increasing trade volumes through U.S.
ports, manufacturing growth, increases in business capital spending, healthy consumer spending, and low long-term interest
rates.
According to Grubb & Ellis, the industrial vacancy rate declined
through 2004 and ended the year at 9.4 percent. This decline has
continued in 2005 with first and second quarter vacancy rates of
8.9 percent and 8.6 percent, respectively. Analysts expect the vacancy rate to continue to fall and end 2005 between 8.0 and 8.5
percent.
4
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Realized net absorption in the first half of 2005 was robust measuring, approximately 107 million square feet, as compared to 62
million square feet a year ago, according to AMB Property Corporation’s Industrial Absorption Indicator. However, absorption
is expected to slow in the second half of 2005, with predictions of
only roughly 27 million square feet in the third quarter and 31
million square feet in the fourth quarter.
According to CB Richard Ellis, Inc., increased industrial construction added approximately 51.7 million square feet nationally
in the first half of 2005. At mid-year 2005, the value of construction put in place of manufacturing facilities is double as compared to last year and is rising across manufacturing industries,
with the largest increases occurring in computer and electronic
equipment facilities. Demand for manufacturing facilities is expected to modestly increase through year end.
Retail Market Conditions
The retail market has been the strongest sector in the commercial
real estate industry, which has been emerging from the three-year
downturn that followed the recession and terrorist attacks of
2001. Consumer spending, retail leasing activity, and investor demand for retail properties are fueling the retail market, pushed
vacancies in shopping malls to four-year lows, and drove rents up
solidly in strip malls. According to Reis, Inc., mall vacancies fell
to an average of 5.1 percent in the second quarter of 2005 from
5.3 percent in the first quarter. Average rents for shopping malls
remained flat at $37.75 a square foot. Strip-mall vacancies fell to
an average of 6.7 percent in the second quarter of 2005 from 6.9
percent in the first quarter. Average rents for strip-malls rose to
$18.12 a square foot, a 0.8 percent increase from the first quarter.
Reis, Inc., predicts that new construction in the second half of
the year will bring significantly more completions than the 9.6
million square feet that was added as of the second quarter. A
total of 32.2 million square feet is expected to be added in 2005,
a 5.1 million square feet increase over 2004.
Economic improvements in the first half of the year have clearly
benefited the retail sector. However, a combination of many eco5
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nomic factors, such as high energy prices, the job market, disposable income, consumer confidence, and the effects of the hurricane season will play a role in the sector’s performance over the
last two quarters of 2005.
Residential Market Conditions
Housing. Investors have been buying homes at a record pace this
year, feeding a very hot housing market. According to NAR, existing home sales surpassed market expectations and reached a
record level in June, as low mortgage rates and favorable market
conditions continued to attract buyers. Total existing-home
sales—including single-family, townhouses, condominiums, and
co-ops—rose 2.7 percent in June to a seasonally adjusted annual
rate (what the total number of actual sales for a year would be if
the relative pace for that month were maintained for 12 consecutive months) of 7.33 million, a 4.4 percent increase as compared
to a year ago.
According to NAR, for the remainder of 2005, home sales are expected to trend down from the record levels achieved during the
first half of the year but easily set annual records for both new
and existing home sales. Existing home sales are expected to rise
2.9 percent to 6.98 million by the end of the year and new-home
sales should increase 4.8 percent to 1.26 million. Total housing
starts are forecast to grow by 3.2 percent to 2.02 million units,
the highest number of total housing starts since 1978. The 30year fixed-rate mortgage is expected to rise slowly to 6.2 percent
in the fourth quarter, and reach 6.6 percent by the end of 2006.
Multifamily. The multifamily market continues to climb out of a
four-year slump as vacancies continue to decline and rents rise.
According to Reis, Inc., the national apartment vacancy rate declined to 6.4 percent in the second quarter of 2005 as compared
to 6.6 percent in the first quarter. Effective rents, the rents that
landlords actually collect minus repairs and concessions made to
tenants, rose on average 0.5 percent to $883 a month in the second quarter, after rising 0.6 percent in the first quarter.
A major factor in the vacancy rate decline and rising rents is condominium conversions. Developers have been converting apart6

Real Estate Final Pages.qxd

12/1/2005

6:33 AM

Page 7

ments into condominiums at a frenzied pace, thus reducing the
rental supply. In 2004, over 64,000 apartment units were converted into condominiums and the conversion craze shows no
immediate signs of letting up. According to Reis, Inc., condominiums represented 10 percent of all new multifamily projects
started in 2003 and 18 percent in 2004. Reis projects that figure
to reach 31 percent by the end of 2005.
Reis expects that 63,000 apartment units will be absorbed in
2005, up from only 39,300 in 2004. The pace of absorption is
projected to reach 102,000 units in 2006 and range between
110,000 and 120,000 units through 2009. The combination of
lower vacancy rates, robust absorption, and the steady removal of
competitive units by condominium converters should drive
rental increases of 3 percent and 3.5 percent in 2006 and 2007,
respectively. The vacancy rate is expected to be 6.5 percent at the
end of 2005, down 30 basis points from 2004, and recede in the
coming years to 6 percent by the end of 2008. In comparison to
two years ago, vacancy was near 10 percent. Effective rents are expected to advance by 2.6 percent during 2005.
Hospitality Market Conditions
According to Lodging Econometrics (LE), the industry authority
for hotel real estate, almost half of the nation’s top hotel markets
will have fully recovered to pre-September, 11, 2001, operating
levels by the end of 2005. This encouraging recovery in the hospitality sector is primarily due to strong leisure demands and increased transient business and conference travel. A full hotel
market recovery remains unattainable in 2005 since in many
markets the economic recovery has not been broad enough to
produce sufficient job growth. LE believes this indicates that
there is still room for additional industry profitability growth in
the near future. In fact, LE predicts that 70,646 new guestrooms
will open in 2005, 84,458 in 2006, and 100,559 in 2007.
Nationwide, occupancies and revenue per available room
(RevPAR) have increased more than expected in the past year. According to Smith Travel Research data, in the first quarter of
2005, RevPAR increased 7.2 percent over the same period last
7
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year to $52.74, which was driven by average occupancy of 58.4
percent, up from 56.8 percent a year ago, and a 4.2 percent increase in average daily room rate.
As of mid-year, the hospitality division of PricewaterhouseCoopers, LLP (PwC) is predicting RevPAR to increase 7.8 percent in
2005. In addition, PwC forecasts positive occupancy growth
through 2007 and record-high room rates. Occupancy is expected to reach 63.4 percent in 2005, the highest point since
1997. Room rates are expected to grow 4.3 percent and hit record
highs at $89.97, the strongest increase since 2000, when the rate
was 5.4 percent. PwC also expects industry profits to reach $20.8
billion in 2005, the highest level since 2000, and almost $25 billion in 2006.
Real Estate Investment Trusts

For the fifth consecutive year, real estate stocks outperformed the
Standard & Poor’s 500 and the Dow Jones Industrials. The National Association of Real Estate Investment Trust’s (NAREIT)
Composite Index1 posted a total annual return of 30.4 percent in
2004, as compared to the Standard & Poor’s 500 return of 10.9
percent and Dow Jones Industrials return of 3.2 percent.
NAREIT’s Composite Index had annual returns of 38.5 percent
in 2003, 5.2 percent in 2002, 15.5 percent in 2001, and 25.9
percent in 2000.
As of August 31, 2005, the NAREIT Composite Index was up
7.1 percent for the year. In terms of year-to-date total returns by
property sector, self-storage, retail, and office REITs were the top
performers, while REITs in the mortgage and lodging/resorts sectors constituted the bottom of the list.
Some analysts speculate that REITs have been performing so well
due to low interest rates. In turn, investors are flocking to REITs,
which yield on average 5 percent, compared to about 4 percent

1. The National Association of Real Estate Investment Trust’s Composite Index includes all real estate investment trusts that trade on the New York Stock Exchange,
American Stock Exchange, and NASDAQ National Market List.

8
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for the 10-year Treasury. This would lead one to believe that
REIT performance would decline as long-term interest rates rise.
Still some other analysts believe that improving fundamentals
such as rising rents, fewer vacancies, and higher property values
are the driving force behind REIT earnings.

Regulatory and Legislative Issues
American Jobs Creation Act

On October 22, 2004, the American Jobs Creation Act of 2004
(the Act) was signed into law. The Act was primarily designed to
promote job growth; however, the Act also provides significant
new tax benefits and limitations for investments in real estate, including significant changes to the rules governing REITs. A summary of some of the key provisions relating to real estate and
REITs are discussed here.
Changes Related to Real Estate
Under the Act, certain leasehold improvements placed in service
before January 1, 2005, qualify for an additional first year bonus
depreciation deduction of either 30 percent or 50 percent of the
adjusted basis of the property. The Act also provides a 15-year depreciation recovery period for certain types of leasehold improvements (referred to as “qualified leasehold improvement
property”) placed in service after October 22, 2004, but before
January 1, 2006. In certain circumstances, the 15-year deduction
may be taken together with the 30 percent or 50 percent bonus
depreciation. The 15-year recovery period does not apply, however, to subsequent owners of the property (unless acquired by
reason of death or certain nonrecognition property transfers). In
addition, the Act provides a 15-year depreciation recovery period
for qualified restaurant property placed in service after October
22, 2004, but before January 1, 2006.
The Act reduces the corporate tax rate applicable to certain domestic production activities by providing a deduction of up to 9
percent for qualified production activities income. These rules are
9
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phased in from 2005 to 2010. The tax benefit will be available in
the context of many domestic real estate activities such as construction, engineering, and architectural services.
In addition to these provisions, the Act also includes a number of
provisions limiting tax benefits from real estate and other types of
assets in the contexts of partnerships and tax-exempt leasing.
Changes Related to REITs
The Act contains several significant changes to the rules governing REITs. The Act expands the safe-debt safe harbor for REITs
and relaxes the rule that requires a REIT to own a 20 percent
equity interest in a partnership in order for debt of the partnership to qualify under the straight-debt safe harbor. Instead, a
“look through” rule applies, to treat partnership debt as part of
the REIT’s partnership interest. The Act also provides some relief from REIT asset test violations and other violations of REIT
requirements.
Lastly, the Act aligns tax consequences for overseas REIT investors who own less then 5 percent of a publicly traded U.S.
REIT with those of overseas investors in other U.S. equities. This
provision is expected to attract more overseas investment in public REITs. (Note: The changes do not apply to private U.S.
REITs.)
For additional information, please refer to the complete text of
the Act, which can be obtained at http://thomas.loc.gov.

Audit and Accounting Issues and Developments
Accounting and Auditing Considerations With Respect to Losses
From Hurricanes Katrina and Rita

Accounting Considerations
As companies assess the financial impact from Hurricanes Katrina and Rita on their operations, management will need to
properly report the impact in their financial statements. The following questions may arise for losses incurred as a result of the
hurricanes:
10
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1. How should losses from a natural disaster of a type that is
reasonably expected to reoccur be classified in the statement of operations?
2. When should an asset impairment loss related to a natural
disaster be recognized?
3. When should a liability for nonimpairment losses and
costs related to a natural disaster be recognized?
4. What is the accounting for insurance recoveries to cover
losses sustained in a natural disaster? Also, what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a
natural disaster?
The AICPA has issued Technical Practice Aid (TPA) section
5400.05, “Accounting and Disclosures Guidance for Losses
from Natural Disasters—Nongovernmental Entities.” This guidance answers the above questions and can be obtained at
www.aicpa.org/download/acctstd/Natural_disaster_TPA_
5400.05.pdf.
The guidance in TPA section 5400.05 states that a natural disaster of a type that is reasonably expected to reoccur would not
meet the conditions of classifying the losses as “extraordinary” in
the income statement. The magnitude of loss from a particular
natural disaster does not cause that disaster to be unusual in nature or unlikely to reoccur (the two conditions for an extraordinary item). As of the writing of this Alert, accounting news
articles indicate that the Financial Accounting Standards Board
(FASB) will conclude that losses from Hurricane Katrina should
not be classified as extraordinary. Readers should keep alert to
any statements from the FASB on this matter.
Auditing Considerations
The AICPA has issued the following TPAs in response to the hurricanes. These TPAs can be obtained at www.aicpa.org/
members/div/auditstd/Recently_Issued_Technical_Practice_
11
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Aids.asp. Auditors whose clients are affected by the hurricanes or
other natural disasters should follow the guidance in these TPAs,
as appropriate.
• TPA section 9070.05, “Consideration of Impact of Losses
From Natural Disasters Occurring After Completion of
Audit Field Work and Signing of the Auditor’s Report But
Before Issuance of the Auditor’s Report and Related Financial Statements”
• TPA section 8345.01, “Audit Considerations When Client
Evidence and Corroborating Evidence in Support of the
Financial Statements Has Been Destroyed by Fire, Flood,
or Natural Disaster”
• TPA section 8345.02, “Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or Natural Disaster”
Securities and Exchange Commission, IRS, and Department of
Labor Activities Related to the Hurricanes
The Securities Exchange Commission (SEC), the Internal Revenue Service (IRS), and the Department of Labor (DOL) are providing relief to victims of the hurricanes in various ways, such as
extension of filing deadlines, exemptions from filing requirements, and tax relief. Visit the SEC, IRS, and DOL Web sites at
www.sec.gov, www.irs.gov, and www.dol.gov for further information. In addition, see the following section for a discussion of an
SEC order exempting auditors from certain rules to help assist
clients in the reconstruction of accounting records.
SEC Issues Exemption Related to Auditor Assistance in
Reconstruction of Accounting Records
The SEC understands that in this unique situation an audit client
may look to its auditor for assistance in reconstruction of its accounting records because of the auditor’s knowledge of the
client’s financial systems and records. Under Section 10A(g)(1) of
the Exchange Act and Rule 2-01(c)(4)(i) of Regulation S-X, auditors are prohibited from providing bookkeeping or other services
relating to the accounting records of the audit client, and in Rule
12
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2-01(c)(4)(i) of Regulation S-X, these prohibited services are described as including “maintaining or preparing the audit client’s
accounting records” or “preparing or originating source data underlying the audit client’s financial statements.”
In light of the conditions in areas affected by Hurricane Katrina,
however, the SEC believes that limited relief from these prohibitions is warranted for those registrants and other persons required
to comply with the independence requirements of the federal securities laws and the SEC’s rules and regulations thereunder.
Accordingly, the SEC has ordered, pursuant to Section 36 of the
Exchange Act, that independent CPAs engaged to provide audit
services to registrants and other persons required to comply with
the independence requirements of the federal securities laws and
the SEC’s rules and regulations thereunder are exempt from the
requirements of Section 10A(g)(1) of the Exchange Act and Rule
2-01(c)(4)(i) of Regulation S-X, when the following conditions
are satisfied:
1. With respect to audit clients that are registrants, the address of the registrant’s principal executive offices listed on
the cover page of the most recent periodic report filed by
the registrant on Form 10-Q, 10-QSB, 10-K, or 10-KSB is
within one of the Presidential Disaster Areas.
2. With respect to audit clients other than registrants, the address listed on the most recently filed schedule or form that
the audit client had filed, or the address that the audit
client would be required to list on any covered schedule or
form required to be filed, is within one of the Presidential
Disaster Areas.
3. Services provided by the auditor are limited to reconstruction of previously existing accounting records that were
lost or destroyed as a result of Hurricane Katrina and such
services cease as soon as the client’s lost or destroyed
records are reconstructed, its financial systems are fully operational, and the client can effect an orderly and efficient
transition to management or other service provider.
13
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4. With respect to issuers, the services provided by the issuer’s
auditor pursuant to this Order are subject to preapproval
by the issuer’s audit committee as required by Rule
201(c)(7) of Regulation S-X.
Other AICPA Activities Related to Katrina
In addition to these activities, the AICPA has implemented several relief efforts and is reaching out to members in the Gulf
Coast to help with relief efforts. A Disaster Recovery Resource
Center has been established at www.aicpa.org/news/2005/
disaster_recovery_resources.htm. This site is full of many
resources and information about relief activities related to the
hurricanes.
Accounting for Real-Estate Time Sharing Transactions

In December 2004, both the AICPA and the FASB issued guidance on real-estate time-sharing transactions. The AICPA issued
Statement of Position (SOP) 04-2, Accounting for Real Estate
Time-Sharing Transactions, and the FASB issued FASB Statement
of Financial Accounting Standards No. 152, Accounting for Real
Estate Time-Sharing Transactions—an amendment of FASB Statements No. 66 and 67. The provisions of each of these statements
are summarized in these sections.
SOP 04-2, Accounting for Real Estate Time-Sharing
Transactions
SOP 04-2 provides guidance on a seller’s accounting for real estate time-sharing transactions. Those include:
1. Fee simple transactions in which nonreversionary title and
ownership of the real estate pass to the buyer or a specialpurpose entity (SPE)
2. Transactions in which title and ownership of all or a portion of the real estate remain with the seller
3. Transactions in which title and ownership of all or a portion of the real estate pass to the buyer and subsequently
revert to the seller or transfer to a third party
4. Transactions by a time-share reseller
14
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The provisions of the SOP are summarized as follows.
Profit recognition under FASB Statement No. 66. A time-share
seller should recognize profit on time-sharing transactions as
specified under the profit recognition guidance in the sections in
FASB Statement No. 66, Accounting for Sales of Real Estate, that
specify the accounting for other than retail land sales. For purposes of recognizing profit, nonreversionary title should be transferred. If title transfer is reversionary, the seller should account for
the transaction as if it were an operating lease.
Determination of sales value. Certain sales incentives provided by a
seller to a buyer to consummate a transaction should be recorded
separately by reducing the stated sales price of the time-share by
the excess of the fair value of the incentive over the amount the
buyer pays. For purposes of testing for buyer’s commitment
under FASB Statement No. 66, the seller should reduce its measurement of the buyer’s initial and continuing investments by the
excess of the fair value of the incentive over the stated amount the
buyer pays, except in certain situations in which, to receive the
incentive, the buyer is required to make specific payments on its
note.
Upgrade and reload transactions. A reload transaction is considered
to be a separate sale of a second interval, and the second interval
is accounted for in accordance with the profit recognition guidance of FASB Statement No. 66. For an upgrade transaction, that
guidance is applied to the sales value of the new (upgrade) interval, and the buyer’s initial and continuing investments from the
original interval are included in the profit recognition tests related to the new interval.
Accounting for uncollectibility. As used in this SOP, the term uncollectibles should be interpreted broadly to include all situations in
which, as a result of credit issues, a time-share seller collects less
than 100 percent of the contractual cash payments of a note receivable, except for certain transfers of receivables to independent
third parties by the seller. An estimate of uncollectibility that,
from a historical and statistical perspective, is expected to occur
should be recorded as a reduction of revenue at the time that
15

Real Estate Final Pages.qxd

12/1/2005

6:33 AM

Page 16

profit is recognized on a time-sharing sale recorded under the full
accrual or percentage-of-completion method. Subsequent
changes in estimated uncollectibles should be recorded as an adjustment to estimated uncollectibles and thereby as an adjustment to revenue. Under the relative sales value method, the seller
effectively does not record revenue, cost of sales, or inventory relief for amounts not expected to be collected. There generally is
no accounting effect on inventory when, as expected, a timeshare is repossessed or otherwise reacquired.
Accounting for cost of sales and inventory. The seller should account
for cost of sales and time-sharing inventory in accordance with
the relative sales value method.
Costs to sell time-sharing intervals. All costs incurred to sell timeshares should be charged to expense as incurred except for certain
costs that are:
• Incurred for tangible assets used directly in selling the
time-shares.
• Incurred for services performed to obtain regulatory approval of sales.
• Direct and incremental costs of successful sales efforts
under the percentage-of-completion, installment, reduced
profit, or deposit methods of accounting.
Operations during holding periods. Rental and other operations
during holding periods, including sampler programs and minivacations, should be accounted for as incidental operations,
which requires that any excess of revenue over costs be recorded
as a reduction of inventory costs.
SPEs, points systems, vacation clubs, and similar structures. The accounting treatment for more complex time-sharing structures
such as time-sharing special-purpose entities, points systems, and
vacation clubs should be determined using the same profit recognition guidance as for simpler structures, provided that the timesharing interest has been sold to the end user. For balance-sheet
presentation purposes, an SPE should be viewed as an entity lacking economic substance and established for the purpose of facili16
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tating sales if the SPE structure is legally required for purposes of
selling intervals to a class of nonresident customers, and the SPE
has no assets other than the time-sharing intervals and has no
debt. In those circumstances, the seller should present on its balance sheet as time-sharing inventory the interests in the SPE not
yet sold to end users. If the seller, seller’s affiliate, or related party
operates an exchange, points, affinity, or similar program, the
program’s operations constitute continuing involvement by the
seller, and the seller should determine its accounting based on an
evaluation of whether it will receive compensation at prevailing
market rates for its program services.
This SOP is effective for financial statements for fiscal years beginning after June 15, 2005, with earlier application encouraged.
Initial application should be reported as a cumulative effect of a
change in accounting principle.
FASB Statement No. 152, Accounting for Real Estate TimeSharing Transactions—an amendment of FASB Statements
No. 66 and 67
This FASB Statement amends FASB Statement No. 66 to reference the financial accounting and reporting guidance for real estate time-sharing transactions that is provided in SOP 04-2. This
Statement also amends FASB Statement No. 67, Accounting for
Costs and Initial Rental Operations of Real Estate Projects, to state
that the guidance for (1) incidental operations and (2) costs incurred to sell real estate projects does not apply to real estate
time-sharing transactions. The accounting for those operations
and costs is subject to the guidance in SOP 04-2.
This Statement is effective for financial statements for fiscal years
beginning after June 15, 2005.
Accounting Guidance Pertaining to Investments

Many real estate companies, investors, developers, owners, and
lenders have investments in joint ventures, partnerships, limited
partnerships, and limited liability partnerships that may either
need to be consolidated or accounted for in a specified manner.
17
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In determining the appropriate accounting treatment for an investment in a joint venture or partnership, real estate entities
should first determine whether the investment is a variable interest entity (VIE). FASB Interpretation No. 46(R), Consolidation of
Variable Interest Entities, explains how to identify VIEs, how a
company assesses its interests in VIEs, when VIEs must be consolidated, and what disclosures must be presented in the financial
statements. FASB Interpretation No. 46(R) requires existing unconsolidated variable interest entities to be consolidated by their
primary beneficiaries if the entities do not effectively disperse
risks among parties involved. VIEs that effectively disperse risks
will not be consolidated unless a single party holds an interest or
combination of interests that effectively recombines risks that
were previously dispersed.
If a joint venture or partnership does not meet the criteria for
classification as a VIE, the partner that controls the partnership is
required to consolidate the joint venture or partnership; a partner
that does not control the entity generally uses the equity method
of accounting (as provided in Accounting Principles Board (APB)
Opinion No. 18, The Equity Method of Accounting for Investments
in Common Stock). Note that the cost method is generally not the
appropriate method for real estate entities due to the influence
partners may exercise over the entity.
When considering the appropriate accounting treatment for investments, there are several Emerging Issues Task Force (EITF) issues and related guidance that provide specific investment
guidance relating to situations that may be applicable to some
real estate companies. These EITFs are summarized here.
Accounting by a General Partner When Limited Partners Have
Certain Rights
In June 2005, the FASB ratified EITF Issue No. 04-5, “Determining Whether a General Partner, or the General Partners as a
Group, Controls a Limited Partnership or Similar Entity When
the Limited Partners Have Certain Rights.” Note that if a limited
partnership is a variable interest entity, the entity should apply
the guidance in FASB Interpretation No. 46(R).
18
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In the context of real estate entities, SOP 78-9, Accounting for Investment in Real Estate Ventures, provides specific guidance for investments in real estate ventures, including investments in
corporate joint ventures, general partnerships, limited partnerships, and undivided interests. However, since little guidance exists in determining when a general partner should or should not
consolidate a limited partnership, investors in other type of partnerships have referred to the guidance in SOP 78-9. SOP 78-9
provides that a general partner should not consolidate a limited
partnership if limited partners have certain “important rights.”
In summary, under EITF Issue No. 04-5, a sole general partner in
a limited partnership is presumed to control the limited partnership unless either (1) the limited partners have the substantive
ability to dissolve (liquidate) the limited partnership or otherwise
remove the general partner (kick-out rights) without cause or (2)
the limited partners have substantive participating rights. (Refer
to EITF Issue No. 96-16, “Investor’s Accounting for an Investee
When the Investor Has a Majority of the Voting Interest but the
Minority Shareholder or Shareholders Have Certain Approval or
Veto Rights,” for additional guidance on the concept of substantive participating rights—much of this guidance is in EITF Issue
No. 04-5.)
For general partners of all new limited partnerships formed and
for existing limited partnerships for which the partnership agreements are modified, the guidance in this EITF is effective after
June 29, 2005. For general partners in all other limited partnerships, the guidance in this EITF is effective no later than the beginning of the first reporting period in fiscal years beginning after
December 15, 2005, and application of either one of two transition methods described in the EITF would be acceptable.
A complete reading of the text of EITF Issue No. 04-5 is necessary to fully understand the guidance. EITF Issue No. 04-5 significantly changes the evaluation of control of limited
partnerships under SOP 78-9 and is expected to increase the
number of limited partnerships consolidated by general partners.
The FASB realized that the consensus reached in EITF Issue No.
04-5 conflicts with certain aspects of SOP 78-9. As such, in July
19

Real Estate Final Pages.qxd

12/1/2005

6:33 AM

Page 20

2005, the FASB issued FASB Staff Position (FSP) No. SOP 78-91, “Interaction of AICPA Statement of Position 78-9 and EITF
Issue No. 04-5,” which amends the guidance in SOP 78-9 to be
consistent with the consensus in EITF Issue No. 04-5.
This FSP eliminates the concept of “important rights” in paragraph .09 of SOP 78-9 and replaces it with the concepts of “kickout rights” and “substantive participating rights” as defined in
EITF Issue No. 04-5. This FSP also amends paragraph .07 of
SOP 78-9 to be consistent with revised paragraph .09. The FASB
believes that the effect of the rights held by minority partners on
the assessment of control, and therefore consolidation, of a general partnership should be the same as the evaluation of limited
partners’ rights in a limited partnership.
Accounting for Investments in Limited Liability Companies
Many limited liability companies (LLCs) have similarities to and
differences from both corporations and partnerships. As such,
there was diversity in practice with respect to accounting for noncontrolling investments in LLCs. When accounting for investments in LLCs, the guidance in EITF Issue No. 03-16,
“Accounting for Investments in Limited Liability Companies,”
should be followed. EITF Issue No. 03-16 states that investments
in an LLC that maintains a specific ownership account for each
investor (similar to a capital account structure) should be viewed
as similar to a limited partnership for purposes of determining
whether a noncontrolling interest in an LLC should be accounted
for using the cost method or the equity method of accounting.
Accounting for Other Forms of Investments
If an investor does not have an investment in voting common
stock of an investee, but exercises significant influence through
other means and/or shares in a substantial portion of the economic risks and rewards of another entity, the investor needs to
look at the characteristics of its interest.
In accordance with EITF Issue No. 02-14, “Whether an Investor
Should Apply the Equity Method of Accounting to Investments
Other Than Common Stock,” an investor that has the ability to
20
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exercise significant influence over the operating and financial
policies of the investee should apply the equity method of accounting only when it has an investment in common stock
and/or an investment that is in-substance common stock. In-substance common stock is an investment in an entity that has risk
and reward characteristics substantially similar to that entity’s
common stock. If the investor determines that any one of certain
characteristics (subordination, risks and rewards of ownership,
and obligation to transfer value) indicates that an investment in
an entity is not substantially similar to an investment in that entity’s common stock, the investment is not in-substance common
stock.
If the determination about whether the investment is substantially similar to common stock cannot be reached based solely on
the evaluation of those three criteria, the investor should also analyze whether the future changes in the fair value of the investment are expected to be highly correlated with the changes in the
fair value of the common stock. If the changes in the fair value of
the investment are not expected to be highly correlated with the
changes in the fair value of the common stock, the investment is
not in-substance common stock.
This EITF Issue does not apply to noncorporate entities accounted for under SOP 78-9, or to limited liability companies
that maintain “specific ownership accounts” for each investor as
discussed in EITF Issue No. 03-16.
SEC Clarifies Interpretation on Lease Accounting

A number of SEC registrants have recently restated their financial
statements relating to lease accounting in the following areas:
• The amortization of leasehold improvements by a lessee in
an operating lease with lease renewals.
• The pattern of recognition of rent when the lease term in
an operating lease contains a period where there are free or
reduced rents (commonly referred to as “rent holidays”).
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• Incentives related to leasehold improvements provided by
a landlord/lessor to a tenant/lessee in an operating lease.
In response, the SEC’s Office of the Chief Accountant issued a
letter outlining the current generally accepted accounting principles (GAAP) literature that should be looked to in determining
the appropriate accounting. The SEC staff ’s views on these issues
are as follows.
Amortization of Leasehold Improvements
Leasehold improvements in an operating lease should be amortized by the lessee over the shorter of their economic lives or the
lease term, as defined in paragraph 5(f ) of FASB Statement No.
13, Accounting for Leases, as amended. The staff believes amortizing leasehold improvements over a term that includes assumption
of lease renewals is appropriate only when the renewals have been
determined to be reasonably assured, as that term is contemplated
by FASB Statement No. 13.
Rent Holidays
The staff believes that pursuant to the response in paragraph 2 of
FASB Technical Bulletin No. 85-3, Accounting for Operating
Leases with Scheduled Rent Increases, rent holidays in an operating
lease should be recognized by the lessee on a straight-line basis
over the lease term (including any rent holiday period) unless another systematic and rational allocation is more representative of
the time pattern in which leased property is physically employed.
Landlord/Tenant Incentives
The staff believes the following:
1. Leasehold improvements made by a lessee that are funded
by landlord incentives or allowances under an operating
lease should be recorded by the lessee as leasehold improvement assets and amortized over a term consistent with the
guidance in item 1 above.
2. The incentives should be recorded as deferred rent and
amortized as reductions to lease expense over the lease term
in accordance with paragraph 15 of FASB Statement No.
22
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13 and the response to Question 2 of FASB Technical Bulletin No. 88-1, Issues Relating to Accounting for Leases, and
therefore, the staff believes it is inappropriate to net the deferred rent against the leasehold improvements.
3. A registrant’s statement of cash flows should reflect cash received from the lessor that is accounted for as a lease incentive within operating activities and the acquisition of
leasehold improvements for cash within investing activities. The staff recognizes that evaluating when improvements should be recorded as assets of the lessor or assets of
the lessee may require significant judgment and factors in
making that evaluation.
The SEC has advised registrants that have deviated from the lease
accounting standards and related interpretations set forth by the
FASB to assess, in consultation with their independent auditors,
the impact of the resulting errors on their financial statements to
determine whether restatement is required. The SEC staff believes that the positions noted here are based upon existing accounting literature and registrants who determine their prior
accounting to be in error should state that the restatement results
from the correction of errors or, if restatement was determined by
management to be unnecessary, state that the errors were immaterial to prior periods.
Non-SEC registrants should also ensure compliance with the
lease accounting standards and related interpretations set forth by
the FASB and make any necessary restatements or corrections.
For additional information, please refer to the SEC’s letter
on lease accounting, which can be found at www.sec.gov/info/
accountants/staffletters/cpcaf020705.htm.
Accounting for Rental Costs Incurred During a Construction Period

In October 2005, the FASB issued FSP No. FAS 13-1, “Accounting for Rental Costs Incurred during a Construction Period,”
which addresses the accounting for rental costs associated with
building and ground operating leases that are incurred during a
construction period. The FSP states that rental costs incurred
23
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during and after a construction period are for the right to control
the use of a leased asset during and after construction of a lessee
asset. There is no distinction between the right to use a leased
asset during the construction period and the right to use that
asset after the construction period. Therefore, rental costs associated with ground or building operating leases that are incurred
during a construction period shall be recognized as rental expense. The rental costs shall be included in income from continuing operations. A lessee shall follow the guidance in FASB
Statement No. 13 and FASB Technical Bulletin 85-3 in determining how to allocate rental costs over the lease term.
The scope of the FSP does not include land and buildings rental
costs incurred during a construction period for a real estate project accounted for under FASB Statement No. 67. In addition,
lessees should continue to include ground rentals incurred during
a construction period as a part of the total project costs in the
maximum guarantee test of EITF Issue No. 97-10, “The Effect of
Lessee Involvement in Asset Construction.” For further information, please visit the FASB Web site at www.fasb.org/fasb_
staff_positions/.
Nonmonetary Exchanges of Real Estate

In December 2004, the FASB issued FASB Statement No. 153,
Exchanges of Nonmonetary Assets—an amendment of APB Opinion
No. 29. The guidance in APB Opinion No. 29, Accounting for
Nonmonetary Transactions, is based on the principle that exchanges of nonmonetary assets should be measured based on the
fair value of the assets exchanged. The guidance in that Opinion,
however, included certain exceptions to that principle. For example, exchanges of similar productive assets (such as exchanges of
real estate for real estate) would not be considered a culmination
of the earnings process, and therefore would be recorded at historical cost.
This Statement amends APB Opinion No. 29 to eliminate the
exception for nonmonetary exchanges of similar productive assets
and replaces it with a general exception for exchanges of nonmonetary assets that do not have commercial substance. A non24
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monetary exchange has commercial substance if the future cash
flows of the entity are expected to change significantly as a result
of the exchange. If a nonmonetary exchange has commercial substance, the exchange is based on the fair value of the assets involved. Therefore, FASB Statement No. 153 may affect real estate
entities in that exchanges of similar productive assets may need to
be accounted for at fair value based on the criteria above (rather
than historical cost).
The provisions of FASB Statement No. 153 are effective for nonmonetary asset exchanges occurring in fiscal periods beginning
after June 15, 2005. As such, you should evaluate whether the
guidance in FASB Statement No. 153 is applicable to your client.
Current Issues Pertaining to Purchases of Real Estate Assets

FASB Statement No. 141, Business Combinations, and FASB
Statement No. 142, Goodwill and Other Intangible Assets, offer
guidance on purchase accounting and define how intangible assets need to be recorded and amortized in a purchase transaction. Some current issues pertaining to purchases of real estate
assets relate to the proper valuation of a building, the identification and valuation of leases and tenant relationships that are acquired in a business combination, and the accounting for
preexisting relationships.
In accordance with paragraph 37(d) of FASB Statement No. 141,
replacement cost must be used for assigning the purchase price to
a building. It should be noted that it is not appropriate to use the
residual method (that is, when purchase prices are assigned to all
other identifiable assets and liabilities as provided in FASB Statement No. 141, with the remaining residual amount being allocated to the indistinguishable asset—in this case, the building).
In reference to leases that are acquired in a business combination,
when estimating the value of the leases, the estimate should not
be limited to the market value of the origination costs of the
leases. The estimate of the value of the in-place leases should also
consider factors such as the value of avoiding any lease up periods
and any related lost rents and holding costs. Paragraphs 37(e) and
25
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B173 of FASB Statement No. 141 offer guidance on determining
the fair value of at-market, above, and below-market leases.
For guidance pertaining to the valuation of tenant relationships,
refer to EITF Issue No. 02-17, “Recognition of Customer Relationship Intangible Assets Acquired in a Business Combination.”
Among other things, EITF Issue No. 02-17 states that assumptions that marketplace participants would consider, such as expectations of future contract renewals and other benefits related
to the intangible asset, must be considered in the estimate of its
fair value regardless of whether they meet the contractual-legal
criterion or the separability criterion. In addition, a customer
contract and the related customer relationship may represent two
distinct intangible assets and as such, both the useful lives and the
pattern in which the economic benefits of the two assets are consumed may differ.
EITF Issue No. 04-1, “Accounting for Preexisting Relationships
between the Parties to a Business Combination,” which was ratified by the FASB in October 2004, offers guidance on a business
combination between two parties that have a preexisting relationship (for example, an externally managed REIT may be acquired
by the managing entity). In accordance with EITF Issue No. 041, consummation of a business combination between parties with
a preexisting relationship should be evaluated to determine if a
settlement of a preexisting relationship exists. If so, a business
combination between two parties that have a preexisting relationship is a multiple-element transaction, with one element being
the business combination and the other element being the settlement of the preexisting relationship that can result in a potential
gain or loss on the settlement. You should refer to EITF Issue No.
04-1 for additional guidance if this is applicable to your client.
Determining the Amortization for Leasehold Improvements
Purchased After Lease Inception or Acquired in a Business
Combination—New EITF Issue No. 05-6

In June 2005, the FASB ratified EITF Issue No. 05-6, “Determining the Amortization for Leasehold Improvements Purchased
after Lease Inception or Acquired in a Business Combination,”
26
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which addresses the amortization period for leasehold improvements in operating leases that are either (1) placed in service significantly after and not contemplated at or near the beginning of
the initial lease term or (2) acquired in a business combination.
This Issue does not address the amortization of intangible assets
that may be recognized in a business combination for the favorable or unfavorable terms of a lease relative to market prices.
In accordance with the EITF, leasehold improvements acquired
in a business combination should be amortized over the shorter
of the useful life of the assets or a term that includes required
lease periods and renewals that are deemed to be reasonably assured (as defined in paragraph 5 of FASB Statement No. 13) at
the date of acquisition. Leasehold improvements that are placed
in service significantly after and not contemplated at or near the
beginning of the lease term should be amortized over the shorter
of the useful life of the assets or a term that includes required
lease periods and renewals that are deemed to be reasonably assured (as defined in paragraph 5 of FASB Statement No. 13) at
the date the leasehold improvements are purchased. This consensus does not apply to preexisting leasehold improvements; therefore, it should not be used to justify the reevaluation of
preexisting leasehold improvements for additional renewal periods when new leasehold improvements are placed into service significantly after and are not contemplated at or near the beginning
of the lease term. You should refer to EITF Issue No. 05-6 for additional guidance if this is applicable to your client.
Impairment and Disposal of Real Estate Assets and
Other Related Issues

FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, is the primary guidance on accounting
for the impairment of real estate assets such as capital leases, longlived assets subject to operating leases, and long-lived assets under
development. Paragraph 8 of FASB Statement No. 144 states,
“[A] long-lived asset (asset group) shall be tested for recoverability
whenever events or changes in circumstances indicate that its carrying amount may not be recoverable . . .” In this period of rising
27
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interest rates, as an auditor, you should focus more on FASB
Statement No. 144 as impairment testing is performed by your
clients.
In general, the accounting for the impairment of real estate depends on whether the property is to be held for investment or
held for disposal. Projects under development are accounted for
in the same manner as those held for investment. FASB Statement No. 144 does not provide exceptions for assets subject to
nonrecourse debt. The involuntary conversion of a nonmonetary
asset to a monetary asset, such as a hurricane-damaged property
subject to insurance recovery, should be evaluated under FASB
Interpretation No. 30, Accounting for Involuntary Conversions of
Nonmonetary Assets to Monetary Assets, and will generally result in
an impairment (or gain) to the extent the carrying value exceeds
(or is less than) the monetary assets received or to be received.
Real Estate Properties Held for Investment
Real estate held for investment and projects under development
should be reported at cost, less accumulated depreciation, and
should be evaluated for impairment if facts and circumstances indicate that impairment may have occurred. Judgment is often applied in determining when to test a long-lived asset for
recoverability. Factors such as property market conditions, regional and national economic conditions, operational performance, legal and environmental concerns, and expected holding
periods of assets can play a role in management’s evaluation of
impairment indicators. More specifically, conditions or events
such as the following may indicate a need for assessing the recoverability of investments in real estate:
• Cash flows from operating activities are insufficient to
cover debt service.
• Current occupancy rates indicate that future cash flows to
be received are lower than the amounts needed to recover
the carrying amount of the investment fully.
• Major tenants have experienced or are experiencing financial difficulties.
28
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• A significant portion of leases will expire in the near term.
• Lessors are being forced to make significant concessions to
rent property.
• Properties held for sale remain unsold at subsequent
balance-sheet dates.
• Properties have been subject to significant damage or
destruction.
• Other investors have decided to cease providing support
for or reduce their financial commitment to a project or
venture.
• Rental demand for a rental project currently under construction is not meeting projections.
• Auditors’ reports on financial statements of investee properties are modified for reasons that relate to real estate investments (for example, an auditor’s report on the financial
statements of investee properties that is modified for a departure from GAAP attributable to the improper valuation
of assets).
If events and circumstances indicate that impairment may exist,
the entity is required to estimate the future cash flows expected
to result from the use of the asset and its eventual disposition.
An asset is deemed to be impaired if its carrying amount exceeds
the sum of the expected future cash flows (undiscounted and
without interest charges) from the asset. The impairment is measured as the amount by which the carrying amount exceeds the
fair value of the asset. After recognizing an impairment, the entity should account for the reduced carrying amount of the asset
as the new cost of the asset and depreciate it over the remaining
useful life. Restoration of previously recognized impairment
losses is prohibited.
Lack of an asset-impairment evaluation system may indicate a
material weakness in an entity’s internal controls. Further, a lack
of documentation generally increases the extent to which you
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must apply professional judgment in evaluating the adequacy of
management’s write-downs.
Real Estate to Be Disposed of by Sale
Real estate to be disposed of by sale (real estate for which management has committed to a plan of disposal by sale) should be
presented separately in the statement of financial position and
should be reported at the lower of the carrying amount or fair
value, less costs to sell. Subsequent revisions to fair value less costs
to sell should be reported as adjustments to the carrying amount
of the asset to be disposed of. Nevertheless, the carrying amount
may not be adjusted to an amount greater than the carrying
amount of the asset before an adjustment was made to reflect the
decision to dispose of the asset. Determination of whether the
carrying amounts of real estate projects require write-downs
should be done on a project-by-project basis, in accordance with
paragraph 24 of FASB Statement No. 67, Accounting for Costs and
Initial Rental Operations of Real Estate Projects. The results of operations of a component of an entity that either has been disposed of or is classified as held for sale should be reported in
discontinued operations if certain criteria are met.
Assets to Be Disposed of Other Than by Sale
Assets that are to be abandoned, exchanged for a similar productive asset, or distributed to owners in a spin-off are to be considered as held and used until they are disposed of. If the asset is to
be abandoned, the depreciable life is revised in accordance with
APB Opinion No. 20, Accounting Changes. If the asset is to be exchanged for a similar productive asset or distributed to owners in
a spin-off and if the carrying amount of the asset exceeds its fair
value at the date of exchange or distribution, an impairment loss
is to be recognized at that date.
Reporting Discontinued Operations—New EITF
Issue No. 03-13
Many questions have arisen in practice since the issuance of
FASB Statement No. 144 in 2001 regarding when a component
should be considered a discontinued operation. In response, in
30
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November 2004, the FASB ratified EITF Issue No. 03-13, “Applying the Conditions in Paragraph 42 of FASB Statement No.
144 in Determining Whether to Report Discontinued Operations.” Paragraph 42 of FASB Statement No. 144 states that:
The results of operations of a component of an entity that either has been disposed of or is classified as held for sale shall be
reported in discontinued operations in accordance with paragraph 43 if both of the following conditions are met: (a) the
operations and cash flows of the component have been (or will
be) eliminated from the ongoing operations of the entity as a
result of the disposal transaction and (b) the entity will not
have any significant continuing involvement in the operations
of the component after the disposal transaction.

EITF Issue No. 03-13 addresses (1) how an ongoing entity
should evaluate whether the operations and cash flows of a disposed component have been or will be eliminated from the ongoing operations of the entity and (2) the types of continuing
involvement that constitute significant continuing involvement
in the operations of the disposed component. This EITF could
significantly affect real estate companies, given how frequently
properties are sold.
In accordance with EITF Issue No. 03-13, the evaluation of
whether the operations and cash flows of a disposed component
have been or will be eliminated from the ongoing operations of
the entity depends on whether continuing cash flows have been
or are expected to be generated and, if so, whether those continuing cash flows are direct or indirect (whether continuing cash
flows are direct or indirect should be based on their nature and
significance). If any continuing cash flows are direct, the cash
flows have not been eliminated and the operations of the component should not be presented as a discontinued operation. Conversely, if all continuing cash flows are indirect, the cash flows are
considered to be eliminated and the disposed component meets
the FASB Statement No. 144, paragraph 42(a), criterion to be
considered a discontinued operation. EITF Issue No. 03-13 provides additional guidance regarding the nature of activities that
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generate future cash flows and the significance of continuing cash
flows.
Continuing involvement in the operations of the disposed component provides the ongoing entity with the ability to influence
the operating or financial policies of the disposed component, or
both. The EITF expands on the factors that should be considered
in determining whether the continuing involvement is significant. In addition, the EITF provides guidance on what the appropriate assessment period is and the required disclosures.
An example of a situation where a real estate company may be affected by EITF Issue No. 03-13 is when a real estate company
sells a building and also enters into a contract to manage the
building after the sale. In this scenario, the real estate company
would most likely need to evaluate the cash flows associated with
the management contract using the provisions of the EITF.
The provisions of EITF Issue No. 03-13 are effective for a component of an enterprise that is either disposed of or classified as
held for sale in fiscal periods beginning after December 15, 2004.
A Reminder About Investments in Corporate Joint Ventures
Investments in common stock of corporate joint ventures are a
popular investment mechanism for some real estate entities. A
corporate joint venture is typically a corporation that is owned
and operated by a small group of businesses as a separate and specific business or project for the mutual benefit of the members of
the group. For example, an entity with sufficient capital and the
capacity to borrow may seek a joint venture with another entity
that has adequate land to undertake a large development project.
The accounting guidance in FASB Statement No. 144 is not appropriate for impairment testing of equity method investments.
If your client invests in a corporate joint venture, the provisions
of APB Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock, apply.
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New Auditing and Attestation Pronouncements and
Other Guidance
Presented below is a list of auditing and attestation pronouncements and other guidance issued since the publication of last
year’s Alert. The AICPA general Audit Risk Alert—2005/06
(product no. 022336kk) contains a summary explanation of most
of these issuances. For information on auditing and attestation
standards issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org, and the Public
Company Accounting Oversight Board (PCAOB) Web site at
www.pcaobus.org. The PCAOB sets auditing standards of public
companies and other SEC registrants only. You may also look for
announcements of newly issued standards in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In Our
Opinion, issued by the AICPA’s Auditing Standards Team and
available at www.aicpa.org/members/div/auditstd/opinion/
index.htm.
SOP 04-1
(November 2004)
AICPA Audit Interpretation
No. 12 of AU Section 623,
Special Reports
(Amended January 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Audit Interpretation
No. 14 of AU Section 623,
Special Reports
(Amended January 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Audit Interpretation
No. 15 of AU Section 623,
Special Reports
(January 2005)
(Applicable to audits conducted
in accordance with GAAS)

Auditing the Statement of Social Insurance
“Evaluation of the Appropriateness of
Informative Disclosures in Insurance
Enterprises’ Financial Statements Prepared
on a Statutory Basis”

“Evaluating the Adequacy of Disclosure and
Presentation in Financial Statements
Prepared in Conformity With an Other
Comprehensive Basis of Accounting
(OCBOA)”
“Auditor Reports on Regulatory Accounting
or Presentation When the Regulated Entity
Distributes the Financial Statements to
Parties Other Than the Regulatory Agency
Either Voluntarily or Upon Specific
Request”
(continued)
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AICPA Audit Interpretation
No. 1 of AU Section 625,
Reports on the Application
of Accounting Principles
(January 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Audit Interpretation
No. 1 of AU Section 328,
Auditing Fair Value
Measurements and
Disclosures
(July 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Audit Interpretation
No. 1 of AU Section 332,
Auditing Derivative
Instruments, Hedging
Activities, and Investments
in Securities
(July 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Attest Interpretation
No. 6 of AT Section 101,
Attest Engagements
(December 2004)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Technical Practice Aid
Section 9070.05
(August 2005)
(Nonauthoritative)

AICPA Technical Practice Aid
Section 8345.01
(September 2005)
(Nonauthoritative)
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“Requirement to Consult With the
Continuing Accountant”

“Auditing Interests in Trusts Held by a ThirdParty Trustee and Reported at Fair Value”

“Auditing Investments in Securities Where a
Readily Determinable Fair Value Does Not
Exist”

“Reporting on Attestation Engagements
Performed in Accordance with Government
Auditing Standards”

“Consideration of Impact of Losses From
Natural Disasters Occurring After
Completion of Audit Field Work and
Signing of the Auditor’s Report But Before
Issuance of the Auditor’s Report and Related
Financial Statements”
“Audit Considerations When Client
Evidence and Corroborating Evidence in
Support of the Financial Statements Has
Been Destroyed by Fire, Flood, or Natural
Disaster”
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AICPA Technical Practice Aid
Section 8345.02
(September 2005)
(Nonauthoritative)
AICPA Practice Alert
No. 2005-01
(September 2005)
(Nonauthoritative)
PCAOB Conforming
Amendment Standard
(November 2004)
(Applicable to audits conducted
in accordance with PCAOB
standards)
PCAOB Staff Questions
and Answers
(Various dates)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
AICPA Audit and
Accounting Practice Aid
(Nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(Nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(Nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(Nonauthoritative)
AICPA Practice
Alert 2005-1
(Nonauthoritative)
Accounting Trends
& Techniques
(Nonauthoritative)
Accounting Trends
& Techniques
(Nonauthoritative)
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“Considerations When Audit
Documentation Has Been Destroyed by
Fire, Flood, or Natural Disaster”
Auditing Procedures With Respect to Variable
Interest Entities

Conforming Amendments to PCAOB Interim
Standards Resulting from the adoption of
PCAOB Standard No. 2, “An Audit of
Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of
Financial Statements”
1. Auditing Internal Control over
Financial Reporting
2. Attest Engagements Regarding XBRL
Financial Information Furnished Under
the XBRL Voluntary Financial Reporting
Program on the EDGAR System
The Auditor’s Guide to Understanding
PCAOB Auditing Standard No. 2
SAS No. 70 Reports and Employee Benefit
Plans
Illustrative Disclosures on Derivative Loan
Commitments
Auditing Recipients of Federal Awards:
Practical Guidance for Applying OMB
Circular A-133— Third Edition
Auditing Procedures With Respect to Variable
Interest Entities
Employee Benefit Plans

Not-for-Profit Organizations

(continued)
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Guidance on
Management Override
of Internal Controls
(Nonauthoritative)
AICPA Toolkit
(Nonauthoritative)
AICPA Toolkit
(Nonauthoritative)
Statutory Framework
(May 2005)
(Nonauthoritative)
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Management Override of Internal Controls:
The Achilles’ Heel of Fraud Prevention—The
Audit Committee and Oversight of Financial
Reporting
The AICPA Audit Committee Toolkit:
Not-for-Profit Organizations
The AICPA Audit Committee Toolkit:
Government Organizations
A Statutory Framework for Reporting
Significant Deficiencies in Internal Control to
Insurance Regulators

For summaries of these standards and other guidance, visit the
applicable Web site. The standards and interpretations promulgated by the AICPA Auditing Standards Board are now available
free of charge by visiting the AICPA’s Audit and Attest Standards
Team’s page at www.aicpa.org/members/div/auditstd/Auth_Lit_
for_NonIssuers.htm. Members and nonmembers alike can
download the auditing, attestation, and quality control standards
by either choosing a section of the codification or an individual
statement number. You can also obtain copies of AICPA standards and other guidance by contacting Service Center Operations at (888) 777-7077 or going online at www.cpa2biz.com.
Recent AICPA Independence and Ethics Pronouncements

The AICPA Independence and Ethics Alert—2005/06 (product
no. 022476kk) contains a complete update on new independence
and ethics pronouncements. Some recent developments pertain
to financial relationships, outsourcing, and nonattest services.
This Alert can be obtained by calling the AICPA at (888) 7777077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of independence and ethics matters
that will affect their practice.

New Accounting Pronouncements and Other Guidance
Presented here is a list of accounting pronouncements and other
guidance issued since the publication of last year’s Alert. The
AICPA general Audit Risk Alert—2005/06 (product no.
36
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022336kk) contains a summary explanation of some of these issuances. For information on accounting standards issued subsequent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards
in the CPA Letter and Journal of Accountancy.
FASB Statement No. 151
(November 2004)
FASB Statement No. 152
(December 2004)
FASB Statement No. 153
(December 2004)
FASB Statement No. 123
(Revised 2004)
(December 2004)
FASB Statement No. 154
(May 2005)
FASB Interpretation No. 47
(March 2005)
FASB EITF Issues
(Various dates)
FASB Staff Positions
(Various dates)
AICPA SOP 04-2
(December 2004)
AICPA SOP 05-1
(September 2005)
AICPA Technical
Practice Aid Section
6300.05-6300.08
(November 2004)
(Nonauthoritative)
AICPA Technical
Practice Aid Section
1200.06-1200.15
(February 2005)
(Nonauthoritative)

Inventory Costs—an amendment of ARB
No. 43, Chapter 4
Accounting for Real Estate Time-Sharing
Transactions—an amendment of FASB Statements
No. 66 and 67
Exchanges of Nonmonetary Assets—an amendment
of APB Opinion No. 29
Share-Based Payment

Accounting Changes and Error Corrections—
a replacement of APB Opinion No. 20 and FASB
Statement No. 3
Accounting for Conditional Asset Retirement
Obligations—an interpretation of FASB Statement
No. 143
Go to www.fasb.org/eitf/ for information on
recent EITF Issues.
Go to www.fasb.org/fasb_staff_positions/
final_fsp.shtml for a complete list of FASB Staff
Positions (FSPs).
Accounting for Real Estate Time-Sharing
Transactions
Accounting by Insurance Enterprises for Deferred
Acquisition Costs in Connection With Modifications
or Exchanges of Insurance Contracts
“Q&As Related to the Implementation of
SOP 03-1, Accounting and Reporting by
Insurance Enterprises for Certain Nontraditional
Long-Duration Contracts and for Separate
Accounts”
“Accounting by Noninsurance Enterprises for
Property and Casualty Insurance Arrangements
That Limit Insurance Risk”
(continued)
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AICPA Technical
Practice Aid Section 6930.09
(August 2005)
(Nonauthoritative)
AICPA Technical
Practice Aid Section 6930.10
(August 2005)
(Nonauthoritative)
AICPA Technical
Practice Aid Section 5400.05
(September 2005)
(Nonauthoritative)
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“Accounting and Disclosure Requirements for
Single-Employer Employee Benefit Plans Related
to the Medicare Prescription Drug, Improvement
Modernization Act of 2003”
“Accounting and Disclosure Requirements for
Multiemployer Employee Benefit Plans Related
to the Medicare Prescription Drug, Improvement
Modernization Act of 2003”
“Accounting and Disclosure Guidance for Losses
from Natural Disasters—Nongovernmental
Entities”

For summaries of the above standards and other guidance, visit
the applicable Web site. To obtain copies of AICPA standards and
other guidance, contact Service Center Operations at (888) 7777077 or go online at www.cpa2biz.com.
Recent SEC and PCAOB Developments
The AICPA SEC and PCAOB Alert—2005/06 (product no.
022496kk) contains a complete update on new SEC and
PCAOB pronouncements and other issuances. This Alert can
be obtained by calling the AICPA at (888) 777-7077 or going
online at www.cpa2biz.com. Readers should obtain that Alert
to be aware of SEC and PCAOB matters that may affect their
engagements.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all accounting and
auditing projects in process. Presented below is brief information about some ongoing projects that may be relevant to your
real estate engagements. Refer to the AICPA general Audit Risk
Alert—2005/06 (product no. 022336kk) for additional summaries of some of the more significant ongoing projects and exposure drafts outstanding. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing
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GAAP, generally accepted auditing standards (GAAS), or
PCAOB standards.
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding exposure drafts and where copies of exposure drafts may be downloaded. These Web sites contain much more in-depth
information about proposed standards and other projects in the
pipeline.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Oversight
Board sets auditing standards.)
AICPA Accounting Standards Executive
Committee (AcSEC)
Financial Accounting Standards Board (FASB)
Professional Ethics Executive Committee
(PEEC)
Public Company Accounting Oversight Board
(PCAOB)

www.aicpa.org/members/div/
auditstd/drafts.htm

www.aicpa.org/members/div/
acctstd/edo/index.htm
www.fasb.org
www.aicpa.org/members/div/
ethics/index.htm
www.pcaobus.org

Help Desk—The AICPA’s standard-setting committees publish exposure drafts of proposed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to service@aicpa.org. Indicate “exposure draft e-mail list” in the subject header field to expedite
your submission. Include your full name, mailing address and,
if available, your membership and subscriber number in the
message.

Auditing Pipeline—Nonpublic Companies

The proposed standards discussed in this section do not apply to
the audits of public companies and other audits conducted under
the standards of the PCAOB. Readers should keep abreast of the
status of the following projects and projected exposure drafts,
inasmuch as they will substantially affect the audit process. More
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information can be obtained on the AICPA’s Web site at
www.aicpa.org.
Eight Proposed SASs Related to Risk Assessment
In October 2005, the AICPA’s Auditing Standards Board (ASB)
voted to ballot eight SASs related to risk assessment. One open
item, dealing with materiality, is yet to be resolved. The ASB believes that the requirements and guidance provided in the SASs
would result in a substantial change in audit practice and in
more effective audits. The primary objective of the SASs is to enhance auditors’ application of the audit risk model in practice by
requiring:
• More in-depth understanding of the entity and its environment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on that
understanding.
• Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed in
response to those risks.
The eight SASs consist of:
• Amendment to “Due Professional Care in the Performance of
Work” of Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
40
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• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The SASs establish standards and provide guidance concerning
the auditor’s assessment of the risks of material misstatement in a
financial statement audit, and the design and performance of
audit procedures whose nature, timing, and extent are responsive
to the assessed risks. Additionally, the SASs establish standards
and provide guidance on planning and supervision, the nature of
audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under audit. The standards are expected to be
released as final by the end of 2005 or early 2006.
Proposed SAS, Audit Documentation
This proposed SAS, which will supersede AU section 339 of the
same name (AICPA, Professional Standards, vol. 1), establishes
standards and provides guidance to an auditor of a nonissuer on
audit documentation for audits of financial statements or other
financial information being reported on. In developing this exposure draft, the ASB considered the documentation requirements
of the PCAOB’s Auditing Standard No. 3, Audit Documentation;
the International Auditing and Assurance Standards Board’s exposure draft, ISA 230, Audit Documentation, issued in September
2004; suggestions received from the National Association of State
Boards of Accountancy; and Government Auditing Standards issued by the Comptroller General of the United States.
In addition to the proposed SAS, the exposure draft includes proposed amendments to paragraphs .01 and .05 of AU section 530
(AICPA, Professional Standards, vol. 1). The proposed amendment requires that the auditor’s report not be dated earlier than
the date on which the auditor has obtained sufficient competent
audit evidence to support the opinion on the financial statements. It also proposes an amendment to paragraph .05 of AU
section 150, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1). The amendment adds a requirement
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for the auditor to document his or her justification for a departure from the SASs in the working papers.
In October 2005, the ASB approved the final issuance of this
proposed SAS. Readers should be alert for the issuance of a final
standard by the end of 2005.
Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS will supersede AU section 325, Communication of Internal Control Related Matters Noted in an Audit
(AICPA, Professional Standards, vol. 1), and significantly
strengthen the quality of auditor communications of such matters in audits of nonpublic companies. Readers should be alert for
the issuance of a final standard in the first quarter of 2006.
Proposed SAS, Defining Professional Requirements in
Statements on Auditing Standards, and Proposed Statement on
Standards for Attestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation
Engagements
The ASB has issued an exposure draft of a proposed SAS entitled
Defining Professional Requirements in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements (SSAE) entitled Defining Professional Requirements in
Statements on Standards for Attestation Engagements. The proposed
SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility that the requirements impose
on the auditor or the practitioner.
In October 2005, the ASB approved the final issuance of the proposed SAS and SSAE. Readers should be alert for the issuance of
final standards by the end of 2005.
Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity’s Internal Control Over
Financial Reporting
This proposed SSAE establishes standards and provides guidance
to the practitioner who is engaged to issue or does issue an ex42
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amination report on the effectiveness of an entity’s internal control over financial reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
• Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness of an entity’s internal control and the prohibition of acceptance of an engagement to review such subject matter
• Engagements to examine the design and operating effectiveness of an entity’s internal control
• Engagements to examine the design and operating effectiveness of a portion of an entity’s internal control (for example, internal control over financial reporting of an
entity’s operating division or its accounts receivable)
• Engagements to examine only the suitability of design of
an entity’s internal control (no assertion is made about the
operating effectiveness of internal control)
• Engagements to examine the design and operating effectiveness of an entity’s internal control based on criteria established by a regulatory agency
Readers should be alert for the issuance of a final standard in the
fourth quarter of 2005.
Amendment to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles,
for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed
SAS entitled Amendment to Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities. This
proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB’s proposed Statement of
Financial Accounting Standards entitled The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the GAAP hierarchy for nongovernmental
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entities from the auditing literature (AU section 411) to the accounting literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from AU section 411. The ASB
decided to coordinate the provisions and effective date of this exposure draft with the FASB proposed statement, which can be
obtained at www.fasb.org.
Auditing Pipeline—Public Companies

PCAOB Auditing Standard No. 4
The PCAOB has adopted PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist. This standard applies if auditors report on the
elimination of a material weakness in a company’s internal control over financial reporting. The standard establishes a voluntary
engagement that would be performed at the election of the company. As of the writing of this Alert, the SEC had not yet approved this new PCAOB standard and as such it is not yet final or
effective. Readers should be alert to any final SEC approval of
this standard.
Related to this standard, the PCAOB is also issuing conforming
amendments to their related auditing and professional practice
standards that readers should be alert to.
PCAOB Ethics and Independence Rules
The PCAOB has adopted Ethics and Independence Rules Concerning Independence, Tax Services, and Contingent Fees. As of the writing of this Alert, the SEC had not yet approved these new
PCAOB rules and as such it is not yet final or effective. Readers
should be alert to any final SEC approval of these rules. See the
AICPA Independence and Ethics Alert—2005/06 (product no.
022476kk) for further information.
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Accounting Pipeline

Proposed FASB Interpretation, Accounting for Uncertain Tax
Positions—an interpretation of FASB Statement No. 109
This proposed Interpretation would clarify the accounting for
uncertain tax positions in accordance with FASB Statement No.
109, Accounting for Income Taxes. An enterprise would be required to recognize, in its financial statements, the best estimate
of the impact of a tax position only if that position is probable of
being sustained on audit based solely on the technical merits of
the position. In evaluating whether the probable recognition
threshold has been met, this proposed Interpretation would require the presumption that the tax position will be evaluated during an audit by taxing authorities.
The term probable is used in this proposed Interpretation consistent with its use in FASB Statement No. 5, Accounting for Contingencies, to mean “the future event or events are likely to occur.”
Individual tax positions that fail to meet the probable recognition
threshold will generally result in either (1) a reduction in the deferred tax asset or an increase in a deferred tax liability or (2) an
increase in a liability for income taxes payable or the reduction of
an income tax refund receivable. The impact may also include
both (1) and (2). The increase in the income tax liability would
not be classified as a deferred tax liability unless it resulted from a
taxable temporary difference created by a tax position that has
met the probable recognition threshold. For enterprises that present classified statements of financial position, the income tax liability would be classified as current to the extent that a payment
is anticipated within one year or the operating cycle, if longer.
This proposed Interpretation also would provide guidance on
disclosure, accrual of interest and penalties, accounting in interim
periods, and transition. A final Interpretation is expected to be issued during the first quarter of 2006. Refer to the FASB Web site
at www.fasb.org for complete information.
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Proposed FASB Statement, Consolidated Financial Statements,
Including Accounting and Reporting of Noncontrolling Interests
in Subsidiaries—a replacement of ARB No. 51
This proposed Statement would replace Accounting Research
Bulletin (ARB) No. 51, Consolidated Financial Statements, as
amended by FASB Statement No. 94, Consolidation of All Majority-Owned Subsidiaries. It also would establish standards for the
accounting and reporting of noncontrolling interests (sometimes
called minority interests) in consolidated financial statements and
for the loss of control of subsidiaries.
This proposed Statement would carry forward, without reconsideration, the provisions of ARB No. 51, as amended, related to
consolidation purpose and policy and certain of the provisions related to consolidation procedure. It would not change the requirement in ARB No. 51 that all companies in which the parent
has a controlling financial interest be consolidated. To facilitate
its objective of codification and simplification of U.S. GAAP, the
FASB decided to incorporate into this proposed Statement the
guidance in ARB No. 51 and the guidance for the accounting
and reporting of noncontrolling interests and loss of control of
subsidiaries. This proposed Statement also would amend FASB
Statement No. 128, Earnings per Share, to specify the computation, presentation, and disclosure requirements for earnings per
share if a parent has one or more partially owned subsidiaries. A
final Statement is expected to be issued during the fourth quarter
of 2006, concurrently with the proposed FASB Statement discussed below on business combinations. Refer to the FASB Web
site at www.fasb.org for complete information.
Proposed FASB Statement, Business Combinations—a
replacement of FASB Statement No. 141
A business combination is a transaction or other event in which
an acquirer obtains control of one or more businesses (the acquiree). The objective of this proposed Statement is that all business combinations be accounted for by applying the acquisition
method. In accordance with the acquisition method, the acquirer
measures and recognizes the acquiree, as a whole, and the assets
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acquired and liabilities assumed at their fair values as of the acquisition date.
This proposed Statement would replace FASB Statement No.
141, Business Combinations. In addition, this proposed Statement
would be required to be applied at the same time as the proposed
FASB Statement Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries—
a replacement of ARB No. 51. A final Statement is expected to be
issued during the fourth quarter of 2006. Refer to the FASB Web
site at www.fasb.org for complete information.
Proposed FASB Statement, The Hierarchy of Generally
Accepted Accounting Principles
This proposed Statement would identify the sources of accounting principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmental enterprises that are presented in conformity with GAAP in the
United States. The GAAP hierarchy is currently presented in AU
sec. 411, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles (AICPA, Professional
Standards, vol. 1). The FASB is responsible for identifying the
sources of accounting principles and the framework for selecting
the principles used in the preparation of financial statements of
nongovernmental enterprises that are presented in conformity
with GAAP. The FASB believes that the GAAP hierarchy should
be directed specifically to enterprises because it is the enterprise
(not its auditor) that is responsible for selecting accounting principles for financial statements that are presented in conformity
with the GAAP hierarchy. Accordingly, the FASB concluded that
the GAAP hierarchy should reside in the accounting literature established by the FASB and decided to issue this proposed Statement. A final Statement is expected to be issued in 2006. Refer to
the FASB Web site at www.fasb.org for complete information.
Proposed FASB Statement, Fair Value Measurements
This proposed Statement would provide guidance for how to
measure fair value. It would apply broadly to financial and nonfinancial assets and liabilities that are measured at fair value under
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other authoritative accounting pronouncements. The FASB expects that the guidance provided by this proposed Statement will
be applied together with applicable valuation standards and generally accepted valuation practices, where appropriate.
Before this proposed Statement, there was limited guidance for
applying the fair value measurement objective in GAAP. That
guidance was dispersed among the many pronouncements that
require fair value measurements. Differences in that guidance created inconsistencies that added to the complexity in GAAP. Also,
many constituents have raised concerns about the ability to develop reliable estimates of fair value in certain circumstances, in
particular, in the absence of quoted prices. In response, the FASB
decided to develop a framework clarifying the fair value measurement objective and its application under other pronouncements
that require fair value measurements. In developing the framework, the FASB also considered the need for increased consistency and comparability in fair value measurements and
enhanced disclosures about fair value measurements. A final
Statement is expected to be issued during the fourth quarter of
2005. Refer to the FASB Web site at www.fasb.org for complete
information.
Proposed FASB Statement, Earnings per Share—an
amendment of FASB Statement No. 128
This proposed Statement would amend the computations guidance in FASB Statement No. 128, Earnings per Share, for calculating the number of incremental shares included in diluted
shares when applying the Treasury stock method. Also, this proposed Statement would eliminate the provisions of Statement
No. 128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash or stock will be
settled in stock. In addition, this proposed Statement would require that shares that will be issued upon conversion of a mandatorily convertible security be included in the weighted-average
number of ordinary shares outstanding used in computing basic
earnings per share from the date when conversion becomes
mandatory. Readers should be alert for the issuance of a final
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Statement, which is expected to be released in the first quarter of
2006.
Proposed FASB Statement, Accounting for Transfers of
Financial Assets—an amendment of FASB Statement No. 140
(Revision of Exposure Draft Issued June 10, 2003)
This proposed Statement, which is a revision of the June 2003 exposure draft Qualifying Special-Purpose Entities and Isolation of
Transferred Assets, would amend FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, to revise or clarify the derecognition
requirements for financial assets and the initial measurement of
interests related to transferred financial assets that are held by a
transferor. Two other proposed Statements are being exposed
concurrently that would also amend FASB Statement No. 140
(see below). To understand the overall effect on FASB Statement
No. 140 of these proposed Statements, it is important to consider
all three documents. A final Statement is expected to be issued
during the first quarter of 2006. Refer to the FASB Web site at
www.fasb.org for complete information.
Proposed FASB Statement, Accounting for Servicing of
Financial Assets—an amendment of FASB Statement No. 140
This proposed Statement would amend FASB Statement No.
140 with respect to the accounting for servicing of financial assets. This proposed Statement would require that all separately
recognized servicing rights be initially measured at fair value, if
practicable. For each class of separately recognized servicing assets
and liabilities, this proposed Statement would permit an entity to
choose either of the following subsequent measurement methods:
1. Amortize servicing assets or liabilities in proportion to and
over the period of estimated net servicing income or net
servicing loss. This method, which is currently required by
FASB Statement No. 140, continues to require the assessment of servicing assets or liabilities for impairment or increased obligation based on fair value at each reporting
date.
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2. Report servicing assets or liabilities at fair value at each reporting date and report changes in fair value in earnings in
the period in which the changes occur.
This proposed Statement also would require additional disclosures for all separately recognized servicing rights. Two other proposed Statements are being exposed concurrently that would also
amend FASB Statement No. 140 (see above and below). A final
Statement is expected to be issued during the first quarter of
2006. Refer to the FASB Web site at www.fasb.org for complete
information.
Proposed FASB Statement, Accounting for Certain Hybrid
Financial Instruments—an amendment of FASB Statements No.
133 and 140
This proposed Statement would amend FASB Statements No.
133, Accounting for Derivative Instruments and Hedging Activities,
and No. 140 in the following ways:
1. Permit fair value remeasurement for any hybrid financial
instrument that contains an embedded derivative that otherwise would require bifurcation.
2. Clarify which interest-only strips and principal-only strips
are not subject to the requirements of FASB Statement
No. 133.
3. Establish a requirement to evaluate beneficial interests in
securitized financial assets to identify interests that are freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative requiring
bifurcation.
4. Clarify that concentrations of credit risk in the form of
subordination are not embedded derivatives.
5. Eliminate restrictions on a qualifying special-purpose entity’s ability to hold passive derivative financial instruments
that pertain to beneficial interests that are or contain a derivative financial instrument.
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Two other proposed Statements are being exposed concurrently
that would also amend FASB Statement No. 140 (see above). A
final Statement is expected to be issued during the first quarter of
2006. Refer to the FASB Web site at www.fasb.org for complete
information.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site at www.fasb.org/eitf/
agenda.shtml for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress addressing issues related to FASB Statements No. 13, No. 123(R),
No. 133, and No. 140, and FASB Interpretation No. 45,
among others. For complete information readers should visit
the FASB Web site at www.fasb.org/fasb_staff_positions/
proposed_fsp.shtml.

Real Estate Resource Central
Publications

The following publications deliver valuable guidance and practical assistance as potent tools to be used on your engagements.
• Audit and Accounting Guide Common Interest Realty Associations (2005) (product no. 012575kk)
• Audit and Accounting Guide Construction Contractors
(2005) (product no. 012585kk)
• Audit Guide Guide for the Use of Real Estate Appraisal Information (1997) (product no. 013159kk)
• Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (2005) (product no.
012523kk)
• Audit Guide Auditing Revenue in Certain Industries (2005)
(product no. 012515kk)
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• Practice Aid Auditing Estimates and Other Soft Accounting
Information (1998) (product no. 010010kk)
• Practice Aid Fraud Detection in a GAAS Audit, Revised
Edition (2004) (product no. 006615kk)
• General Audit Risk Alert—2005/06 (product no.
022336kk)
• Audit Risk Alert Compilation and Review—2005/06
(product no. 022306kk)
• Audit Risk Alert Construction Contractors Industry Developments—2005/06 (product no. 022316kk)
Educational Courses

The AICPA offers a number of continuing professional education (CPE) courses that are valuable to CPAs working in public
practice and industry. Among the available titles is a self-study
course, Real Estate Accounting and Auditing, by Michael Ramos
(product no. 730604kk). Visit www.cpa2biz.com for a complete
list of CPE courses.
Real Estate Annual Conference

The AICPA sponsors an annual National Real Estate Conference
in the fall. The Conference focuses strictly on the needs of CPAs,
CFOs, and other financial professionals working in real estate by
addressing accounting, financial management, and industry
trends, as well as tax issues. For further information about the
conference, contact Service Center Operations at (888) 7777077 or visit the CPA2Biz Web site (www.cpa2biz.com) to view
the latest conferences calendar and to register.
Web Sites

The Internet covers a vast amount of information that may be
valuable to auditors of real estate entities, including the following:
• Market forecasts and analyses by city and property type
• Discussions of current industry trends
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• Benchmarking studies and comparative financial and nonfinancial data, for example, capitalization rates, occupancy
statistics, and planned future development
• Articles and press releases relating to current industry items
of interest
• Links to other real estate Internet sites
Some of the more relevant sites for those of you with real estate
clients could include those shown in the following table:
Organization

Internet Address

American Resort Development Association
Building Owners and Managers Association
Commercial Investment Real Estate Network
Grubb & Ellis Company
Institute of Real Estate Management
National Association of Realtors
National Association of Real Estate
Investment Trusts
National Council of Real Estate
Investment Fiduciaries
Property and Portfolio Research
Real Estate Investment Advisory Council
Reis, Inc.
Society of Industrial and Office Realtors
Torto Wheaton Research

www.arda.org
www.boma.org
www.ccim.com
www.landauer.com
www.irem.org
www.realtor.org
www.nareit.org
www.ncreif.org
www.ppr-research.com
www.reiac.org
www.reis.com/
subscriptions/national.cfm
www.sior.com
www.twr.com

The real estate practices of some of the larger CPA firms may also
contain industry-specific auditing and accounting information
that is helpful to practitioners.

This Audit Risk Alert replaces Real Estate Industry Developments—2004/05.
The Audit Risk Alert Real Estate Industry Developments is published annually. As you encounter audit or industry issues that
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you believe warrant discussion in next year’s Audit Risk Alert,
please feel free to share them with us. Any other comments
that you have about the Audit Risk Alert would also be appreciated. You may e-mail these comments to lpombo@aicpa.org
or write to:
Lori L. Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX

Additional Web Resources
Here are some useful Web sites that may provide valuable information to accountants.
Name of Site

Content

Internet Address

Accountants World Online community of
independent accountants
providing resources and tools
AccountingWeb
Online community for the
accounting profession
American Institute Summaries of recent
of CPAs (AICPA)
auditing and other
professional standards as
well as other AICPA
activities
AICPA Accounting Issues SOPs, guides,
Standards Executive practice bulletins containing
Committee
financial, accounting and
(AcSEC)
reporting recommendations,
among other things.
AICPA Accounting Develops and issues review
and Review Services and compilation standards
Committee (ARSC) and interpretations.
AICPA Professional Accumulates and considers
Issues Task Force
practice issues that appear to
present concerns for
practitioners and for
disseminating information or
guidance, as appropriate, in
the form of practice alerts.
AuditNet
Electronic communications
among audit professionals
CPAnet
Online community and
resource center for the
accounting profession

www.accountantsworld.com

www.accountingweb.com
www.aicpa.org and
www.cpa2biz.com

www.aicpa.org/members/div/
acctstd/index.htm

www.aicpa.org/members/div/
auditstd/index.htm
www.aicpa.org/members/div/
secps/lit/practice.htm

www.auditnet.org
www.cpanet.com/

(continued)
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Internet Address

Source for analysis, data,
www.economy.com
forecasts, and information on
the United States and world
economies
Key interest rates
www.ny.frb.org
Summaries of recent
www.fasb.org
accounting pronouncements
and other FASB activities

Portal through which all
www.firstgov.gov
government agencies can be
accessed
Government
Policy and guidance
www.gao.gov
Accountability
materials, reports on federal
Office
agency major rules
Governmental
Summaries of recent
www.gasb.org
Accounting
accounting pronouncements
Standards Board
and other GASB activities
Hoovers Online
Online information on
www.hoovers.com
various companies and
industries
International
Summaries of International www.iasb.org
Accounting
Financial Reporting
Standards Board
Standards and International
Accounting Standards
International
Information on standardswww.ifac.org
Federation of
setting activities in the
Accountants (IFAC) international arena
Accounting
Information on accounting
www.pcaobus.org
Oversight Board
and auditing, the activities of
the PCAOB, and other matters
Securities and
The SEC Digest and
www.sec.gov
Exchange
Statements, EDGAR database,
Commission (SEC) current SEC rulemaking
Tax Analysts
Information on current tax
www.tax.org
Online
developments
U.S. Tax Code
A complete text of the U.S. www.fourmilab.ch/ustax/
Online
Tax Code
ustax.html
Vision Project
Information on the
www.cpavision.org
profession’s Vision Project
WebCPA
Provides online business
www.webcpa.com/
news for the tax and
accounting community
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